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An AMT Trap That Caught Teresa Heinz Kerry in 2003

     Federal income tax law requires every individual taxpayer each year to compute both taxable income and alternative minimum tax taxable income (that is, two tax bases), then to compute both regular income tax and AMT, and then, if AMT exceeds regular tax, to add the excess AMT to the regular income tax and pay the combined amount.

     One item included in the AMT base but not the regular tax base is interest on private activity municipal (muni) bonds. The proceeds from private activity muni bonds, informally called AMT bonds, are used to finance or benefit the facility of a private business.

     According to The Bond Market Association (TBMA), the muni bond market is approximately $2 trillion; 9 percent of munis are AMT bonds, and AMT bonds yield approximately 25 basis points (one-fourth of 1 percent) more than non-AMT bonds. In a March 16, 1998, statement on the AMT to the House Ways and Means Committee, TBMA asked Congress to “reconsider . . . applying the AMT to private-activity bond interest.” In a June 14, 2002, letter to the Treasury supporting tax simplification, TBMA stated, “taxpayers investing in [AMT] bonds could unknowingly owe tax on these investments. We encourage the Treasury to address this problem.” However, to date Congress has made no changes to this law.

     Heinz Kerry’s 2003 Form 1040 (available at http://www.taxhistory.org) shows the following: regular income tax of $300,699; AMT exceeding regular income tax by $326,451; a combined tax of $627,150 (if AMT did not exist in 2003, then Heinz Kerry’s tax would have been only $300,699); and $2,216,321 of dividend income (all but $41 of it qualifies for the lower income tax rate).
 She also reported $2,781,791 of tax-exempt interest from muni bonds.
 Heinz Kerry only disclosed her Form 1040’s first and second pages. She did not disclose any of the attached forms and schedules from the rest of her tax return, including Schedule A, “Itemized Deductions,” or Form 6251, “Alternative Minimum Tax -- Individuals.” The following analysis focuses on the identifiable adjustments that contribute to the AMT she paid for 2003 -- including tax-exempt private activity bond interest she received. 

     On page 2 of Heinz Kerry’s Form 1040, her deduction from Schedule A is $267,541. Even though her Schedule A is not disclosed, given that her status was married filing separately and adjusted gross income was $2,291,137, the total itemized deductions on Schedule A are $334,183, and $66,642 of that total is phased out because of the overall limitation on itemized deductions.
 In the October 15, 2004, press release that disclosed her Form 1040, Heinz Kerry also disclosed that she paid $171,670 in state income taxes for 2003.
 State income taxes paid during 2003 and itemized deductions phased out are, respectively, a positive and a negative AMT adjustment. Even though her Form 6251 is not disclosed, Form 1040 provides enough information to determine that Heinz Kerry’s net positive AMT adjustments on her Form 6251 total $1,268,296. That total includes a positive adjustment of $171,670 for state income taxes that we assume to be paid during 2003, a negative adjustment of $66,642 for phased out itemized deductions, and a positive adjustment of $29,000 (from the instructions for line 28 of Form 6251) for using married filing separately status. The net amount of those three adjustments is $134,028 of her $1,268,296 total net positive AMT adjustments. Besides those, it is unknown what else makes up the remainder of her AMT adjustments since Heinz Kerry did not disclose Schedule A or Form 6251. 

     One other positive adjustment becomes clear, however, after reviewing Heinz Kerry’s Form 1040 in conjunction with John Kerry and Teresa Heinz Kerry’s “Financial Disclosure Reports” (reports) for 2001 and 2002 (from the Senate) and for January 2003 through April 2004 (Candidate for Executive Branch).
 A positive AMT adjustment relates to some of the $2,781,791 of tax-exempt interest. Specifically, at least $66,667 (two interest payments of $33,333) of that interest is from private activity muni bonds. Both the Senate and executive branch reports show that Heinz Kerry owned over $1 million of “Chicago, IL O’Hare International Airport Revenue Second Lien Passenger Facility” bonds -- due January 1, 2014, and paying 5.5 percent interest. Purchased on August 21, 2001, those are AMT bonds, and the interest paid is tax exempt under the regular income tax, but is a positive adjustment under the AMT formula.

     For 2002, the Senate report shows that those bonds provided Heinz Kerry with interest income of more than $50,000, but not more than $100,000. For January 2003 through April 2004, the executive branch report shows that those bonds provided Heinz Kerry with interest income of more than $100,000 but not more than $1 million.
 With two (semiannual) interest payments received in 2002 and three received from January 2003 through April 2004, the estimated amount of the AMT bonds that Heinz Kerry owned that is consistent with the interest income ranges from the two reports is between $1,212,127 and $1,818,164. Those two principal amounts combined with the annual interest rate on the bonds of 5.5 percent produce semiannual interest payments somewhere in the range of $33,333 to $50,000. The amount of two interest payments, then, is in the range of $66,667 to $100,000 (an average of $83,333), and the amount of three interest payments is in the range of $100,000 to $150,000. Those ranges are consistent with the 2002 Senate report and the January 2003 through April 2004 executive branch report. 

     For 2003, it appears that Heinz Kerry paid tax of about $23,333 (Heinz Kerry’s marginal AMT rate of 28 percent multiplied by $83,333) because she owned the AMT bonds. Heinz Kerry would have been better off if she owned non-AMT muni bonds instead of the AMT bonds. If we assume that she would have received 25 fewer basis points of interest if she owned non-AMT bonds, Heinz Kerry would have been approximately $20,000 richer at the end of 2003.
 Heinz Kerry was caught by the tax trap of owning AMT bonds when she was subject to the AMT.

� All other income items are a small percentage of Heinz Kerry’s total income. The amounts and categories of her other income are the following: less than $24,000 of taxable interest, less than $15,000 of net capital gains, less than $36,000 of pensions/annuities, and less than $2,000 of passthrough income (from Schedule E). 





� The Los Angeles Times (Oct. 24, 2004) analyzes both the explicit federal income tax that Heinz Kerry paid the government for 2003 and the implicit tax she paid in the form of a reduced rate of return (which is effectively a subsidy to the bond-issuing state and local governments) on the muni bonds that she owns.


 


� The $66,642 reduction in total itemized deductions is computed as follows: AGI of $2,291,137 minus $69,750 (where the phaseout begins when married filing separately) equals $2,221,387 times 3 percent (reduction rate) equals $66,642.


 


� We will assume that this amount of state income taxes paid for 2003 is also the amount paid during 2003 (that is, from January 1 through December 31, 2003). The latter amount would be the total itemized deductions for state income tax payments on Heinz Kerry’s 2003 Schedule A but is unknown since she did not disclose her Schedule A.





� Instead of the “Calendar Year Covered by the Report” being 2003, the period from January 2003 through April 2004 is covered in the Kerrys’ “Candidate for Executive Branch Public Financial Disclosure Report.”





� The Kerrys’ “Senate Financial Disclosure Reports” for 2001 and 2002 show that Heinz Kerry purchased more than $1 million of O’Hare Airport bonds (which are AMT bonds) on August 21, 2001, but the bonds paid her no interest that year. No purchases are listed either in 2002 or from January 2003 through April 2004.





� The estimate of interest on AMT bonds, $83,333, minus the tax paid, $23,333, yields after-tax cash in the amount of $60,000. If the interest rate on the non-AMT bonds had been 25 basis points less (5.25 percent equals 5.50 percent minus 0.25 percent), then the interest on the non-AMT bonds would have produced $79,545 cash with no tax to pay. The amount of $79,545 minus $60,000 is approximately $20,000 (rounded up). That is an estimate of how much more cash Heinz Kerry would have made from the beginning to the end of 2003 if she owned non-AMT bonds instead of the Chicago O’Hare Airport AMT bonds.





� The Kerrys’ Financial Disclosure Report from the Senate for 2004 was recently made public. At the end of 2004, Heinz Kerry still owns the same amount of O'Hare Airport AMT bonds (that is, none of those bonds were sold during 2004). Just like for 2003, it is probable that those bonds contributed to her paying more federal tax for 2004 than if she had owned non-AMT bonds instead.





